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Summary 



U.S. federal taxes generally do not apply to individuals in Puerto Rico, with the exception 
of Social Security taxes. Instead, Puerto Rico levies its own taxes, at a level higher than those 
of most U.S. states, but lower than that of the federal government. For businesses, a partial 
federal tax exemption is provided by the Puerto Rican economic activities credit and the 
possessions tax credit under sections 30A and 936 of the Internal Revenue Code. Puerto Rico 
itself provides a set of partial tax exemptions that are designed to complement the special federal 
corporate tax benefit. However, under federal legislation enacted in 1996, the credits are 
currently being phased out and will expire entirely in 2006. Congress has frequently 
considered the tax treatment of Puerto Rico in the context of several different policy 
issues. For example, is the current partial application of federal taxes to Puerto Rico 
equitable, given the partial application of federal transfer programs to Puerto Rico? And, 
is the federal corporate tax benefit effective in promoting investment and employment in 
Puerto Rico? Also, because statehood or independence would each alter the federal tax 
treatment of Puerto Rico, federal tax policy has been an issue in deliberations over 
Puerto Rico’s political status. This report will be updated as major legislative 
developments occur. 



Individual Income Taxes 

Normally, the United States taxes its citizens on their worldwide income, regardless 
of its geographic source, and Puerto Ricans are U.S. citizens. But while this would 
ordinarily mean that Puerto Ricans would be subject to full federal taxation, section 933 
of the U.S. Internal Revenue Code (IRC) exempts residents of Puerto Rico from federal 
income tax on that part of their income that has its source in Puerto Rico. Thus, Puerto 
Ricans pay federal income tax only on income they receive from the United States or other 
non-Puerto Rican sources. For example, wage and salary income of a person living and 
working in Puerto Rico is normally exempt from federal tax. 1 



1 Section 933 makes an exception for federal employees in Puerto Rico, and subjects them to 
federal tax. However, U.S. citizens who pay tax to Puerto Rico - including, for example, mainland 
residents with Puerto Rican income and U.S. federal employees in Puerto Rico - are permitted to 
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